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The Hong Kong capital markets started to develop in
the late seventies. They have grown rapidly during the
years. The market turnover in 1986 is estimated to be
HK$ 50 billion. At present, the settlements of capital
market instruments are done through the lead managers of
different issues of securities. These lead managers also
act as the custodian agents for their customers.
However, the present settlement procedures create the
following problems:
a) Delay in settlement
b) Easy to have disputes
c) Lack of control
d) Bigger credit risks.
The establishment of a central clearing system can solve
the above problems. The closure of the Hong Kong Stock*
Exchange after the crash of the stock market on 19
October 1987 makes people realize the importance of an
efficient and safe clearing system.
A clearing system basically performs three
functions, namely securities settlement, money transfer
and safekeeping of securities.
The proposed central clearing system ror Kong Kong
Dollar capital market instruments, called the Hong Kong
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- Securities and currencies accepted by the system
- Insurance
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- Safekeeping and related services
- Security transfer
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1.1. Brief history of the development of Hong Kong
capital markets
The Hong Kong capital markets didn't start off until
the late 1970s when Jardine Fleming brought to the market
the first public Hong Kong Dollar Floating Rate
Certificate of Deposit, issued by the Bank of Tokyo. The
early stage of development was characterized by small
issues, short maturities, institutional investors with
the tendency to hold their securities until maturity and
the consequent lack of secondary-market liquidity.
Nevertheless, the potential of the capital market to
provide long-term funds gradually caught the. eyes of
corporate controllers. Subsequently, in 1978, the first
public commercial paper programme by Mass Tran-sit Railway
Corporation (MTRC) was brought into stage by Wardley
Limited. Because of the lack of lending opportunities
due to the sluggish economy and because of the fact that
the MTRC is a quasi-government body, the response was
very good and a large number of banks were involved in
arranging the facility. Similar facilities were
subsequently arranged for other large corporations in
Hong Kong. With stronger participation from the
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financial sector, secondary-market liquidity was greatly
enhanced by more frequent dealings between banks. The
certificate-of-deposit market received further
encouragement from the Government by its granting of
liquidity status to locally issued CDs. The additional
feature of CDs boosted demand from the financial sector
and consequently increased substantially the market size
by attracting more new issues.
The retail investors came into the picture in 1985
when the first fixed rate certificate of deposit was
launched in the domestic market. Because of the smaller
denomination and higher interest rate, many investors
were attracted to the market and 1985 and 1986 were the
years which saw tremendous growth in this area. Issues
totalling over HK$ 15 billion were thrown into the market
by the ingenious work of the investment bankers who
translated medium-term funds from the swap market into
the fixed rate market. The corporate bond sector
followed suit though in a slower pace because of a lack
of good quality issues.
1.2. Market size and turnover
The total market size grew from just over HK$ one
billion in 1983 to over HK$ forty billion by the end of
1986. It is estimated that 50% of the outstanding issues
are commercial papers, 30% are fixed and floating rate
CDs while the remaining 20% are corporate floating rate
notes and bonds.
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Secondary market trading was also substantially
increased due to:
(a) overall increase in market size,
(b) changing investment philosophy of the investors,
(c) profit opportunities in interbank trading, and
(d) increasing publicity received from the mass media.
As there is no central clearing system, actual
turnover cannot be worked out, but is estimated to have
increased from HK$ two billion in 1983 to HK$ fifty
billion in 1986. About 65% of the paper is estimated to
be held by financial institutions while 35% is held by
end investors, which include high net worth individuals,
pension funds, corporations and money market funds.
1.3. Settlement-procedures
With increasing turnover in the secondary market,
the settlement aspect is receiving more and more
attention from market participants. Current settlement
is made manually either through:
(a) Physical delivery- payment upon- receiving the
securities in their physical form.
(b) Custodian- the seller acts as custodian of the
securities for the buyer.
(c) Lead managers of the issues- the securities are
held in custody by the lead manager of the issue who
also keeps the 'book' of the actual owner.
Physical delivery is not normally practised because
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of security reasons and difficulty in verification.
Custodian is sometimes practised but because of
possibility of multiple custody, i.e. Bank A holds the
securities for Bank B which In turn holds for Bank C,
interest payment can be cumbersome as money has to be
transferred through a chain of different parties. Very
often, settlement through the lead manager is preferred.
In this case, settlement will involve correspondence
between the buyer and the seller and the lead manager,
informing the transfer of titleship. Since the job of
receiving payment and transfer of titleship are
segregated (buyer and seller settle the payment
themselves while the lead manager transfers the
titleship), there is no safeguard on the successful
completion of transactions. Bank A may have paid Bank C
for the amount, but the manager may not have been
informed. However, due to lack of a better settlement
procedure, the above practice is commonly used.
1.4. Objectiveof_study
The crash of the stock market-on 19 October 1987 and
the subsequent closing down of the stock exchange raised
the question of the efficiency. of stock settlement and
called for the setting up of a special committee for'
establishing a central clearing system for the stock
exchange. There is clearly an argument for establishing
a central clearing system for capital market instruments
in Hong Kong before serious problems arise. In addition,
with the increasing tendency for securitisation of
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corporate borrowing and investors becoming more and more
sophisticated, the capital market is expected to occupy a
more important role in the banking sector.
Bearing in mind the above mentioned deficiency in
the current settlement procedures, it is therefore the
intent of the writers of this paper to propose a central
clearing system for all capital market instruments in
Hona Kong with a view to:
a) Simplify and standardise settlement procedures: it
is often found that counterparties may argue about
settlement details. It is expected with the
establishment of the system, an official ruling on
settlement be stipulated to minimize future
arguments.
b) Provide 'safe' custody for securities: Following the
crash of the stock market on 19 October 1987 and the
subsequent business failures, investors are
beginning to feel concerned about the question of
safety. Is the custodian agent •a really safe'
organisation? What happens if the agent becomes
bankrupt? The centralized system will therefore
solve the problem by providing a really 'safe'.
custody for investors.
c) Provide convenient and accurate information on the
secondary market: Currently there is no official
information on secondary-market turnover announced
6
figures are only estimates of the leading market
players. With all transactions centralized in the
system, market turnover can be worked out
periodically for interested parties.
d) Enhance secondary market liquidity: With smoother
settlement and increasing confidence from investors,
secondary market trading should be encouraged.
e) Reduce cost due to settlement error: Very often, due
to variation in settlement procedures between
counterparties, settlement cannot be completed
within the required time and there are always costs
attached to delayed settlement. With the central
system, delayed settlements should be reduced as the
jobs of receiving payment and transferring titleship
are not segregated.
1.5 Scope of the study
It is actually on the Government's agenda, though
not a top priority, to study the establishments of a
central clearing system for the capital markets in Hong
Kong. With the above arguments for the establishment of
a central clearing system in mind, the writers of this
paper will therefore concentrate on the task of proposing
a workable system for the market rather than studying the
feasiblity of the system.
In the sections that follow, the writers will design
7
the system by studying and comparing existing clearing
systems in other countries, e.g. Euroclear and Cedel.
They will then adapt the systems to suit.the local market
environment by finding out the needs and problems





As the objective of this study is to propose a
workable clearing system, there is no hypothesis testing,
and quantitative analysis is not necessary. Hence the
study will adopt a qualitative approach.
2.1. Data collection
This study requires information about how the market
participants feel about the current settlement system and
what they expect to get from using a central clearing
system. Open-ended questions are asked in order to
collect such data. If a questionaire with many
open-ended questions is used for data collection, the
response rate will definitely be low. The respondents
will feel reluctant to answer such a time-consuming
questionaire. On the other hand, if a structured
questionaire is used, the ppssibility that some of the
alternatives will be missed out is high. The personal
interview is therefore chosen as the data-collecting
method
Information regarding other clearing systems is also
required. This information can be collected from books
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and published periodicals as well as from the operating
manuals of other clearing systems. Such materials are
used as references when the proposed. system is being
designed.
2.2. Samplinq
The players in the capital market in Hong Kong can
be divided into two categories: market makers and market
participants. Market makers are those financial
institutions which are obliged to quote two-way prices to
their counterparties, i.e. they make the market. They
include banks, brokerage houses and investment firms.
The rest of the market players are classified as market
participants. They include individuals and different
types of institutions.
There were roughly one hundred players who
participated in dealing in capital market instruments in
1
1986 Twenty of them were market makers. Due to
limited time-and manpower, interviews cannot be conducted
with every one of the market players.- Eight interviews
will be held and six of them will be with market makers
because they contribute to a.major portion of the market
volume. Interviews with one-third of the market makers
are enough to give a fair representation of the market
1
Data was from a presentation on capital market
development in Hong Kong by Mr. Joseph Yu, General
Manager of Paribas Asia Limited, on 29 August 1986 to the
Hong Kong Forex Club.
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opinions for they will be the main users of the proposed
central clearing system. Convenient sampling is used due




3.1. Functions of a securities clearing_system
The main purpose of a securities clearing system is
to settle the transactions between buyers and sellers of
securities. Basically, a clearing system provides the
following services:
1. Securities settlement
This refers to the transfer of titles of securities
among different members of the system as a result of
dealing transactions by these members. If both buyers
and sellers are members of the system, the movement of
securities are in book entry forms only. However, if
one of the parties is a non-member, physical delivery
will be required. Securities will be delivered `either
into or out of the clearing system. All these
transfers can be free of or a.gainst payment.
2. Money transfer
This refers to the settlement of money resulting from
dealing transactions. Cash transfer is an integral
part of the settlement process. Buyers transfer money
to the clearing system who in turn pays the sellers.
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The receipt of cash is sometimes a necessary condition
for the clearing system to release the securities to
the buyers.
3. Safekeeping of securities
This refers to the custodian service provided by the
clearing system to hold securities owned by different
members. This is a necessary service in order to
eliminate the physical movement of securities. It
helps the members of the system to reduce costs
incurred from physical delivery.
3.2. Clearing_systems_of the world
There are many clearing systems existing in
different countries of the world. Some of them cater for
domestic markets, eg. the. Effektengiro, the German
National Clearance System. A list of some of these
systems is shown in Appendix A. Others are set up for
internationally traded securities, eg. Euro-clear, Cedel,
and First Chicago Clearing Centre. In some countries,
there is no national clearing system. But, some companies
serve as clearing centres for their customers, eg.'The
Depository Trust Company, a New York clearance system and
Japan Securities Agents Ltd., a Japanese clearing
system. Below are brief descriptions of some of the
popular clearing systems.
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3.2.1. The Euro-clear System
The Euro-clear System was established in 1968 by
Morgan Guaranty Trust Company of New York, a New York
banking corporation. Its goal was to satisfy the need of
the international securities markets for a settlement
mechanism. In 1972, the Euro-clear System was sold to
Euro-clear Clearance System Public Limited Company, an
English company. At the same time, this company entered
into a contract with Morgan Guaranty under which the
Brussels office of Morgan Guaranty operates the
Euro-clear System. A separate unit, known as the
Euro-clear Operations Centre, was then established for
this purpose within Morgan Guaranty Brussels.
At present, there are over 2,200 participants in the
Euro-clear System. In 1986, the turnover of the System
was US$ 2,336 billion while the total value of the
securities held for its participants as of 31 December
1986 was US$ 402 billion. The Euro-clear System accepts
securities which are, or are expected to be, actively
traded in the international markets. These securities
may be in the form of definitive certificates, depository
receipts or global certificat.es representing an entire
issue. Besides, they may be denominated in different
currencies which are acceptable to the System. The
following types of securities may be accepted for deposit
in the System:
(a) Bonds, notes and debentures





The participants in the Euro-clear System are mainly
financial institutions together with other institutional
investors. There is no special requirement for
institutions to be qualified as participants in the
System. Each participant has to maintain two accounts
with the System:
(a) a Securities Clearance Account to which securities
are credited
(b) a Cash Account for settling securities transactions
against payment and for money transfer transactions.
The Euro-clear System is a means for settling
securities transactions, regardless of the geographical
location of the parties involved in the transaction. To
facilitate the deposit of securities into and the
delivery of securities out of the System, Depositaries
are established in different major cities. These
Depositaries are close to the participants in different
parts of the world. They are institutions responsible
for holding and safekeeping securities for the Euro-clear
System. This eliminates the physical transfer of
securities to the System which may be very far from the
participants.
15
3.2.2. The First Chicago Clearing Centre
The First Chicago Clearing Centre is a division of
the London branch of The First National Bank of Chicago,
a major US money centre bank. The clearing service was
first provided in 1976 in response to requests made by
the customers. As the operation is well-run, more and
more institutions use the service. Since then, the
Clearing Centre has been the major London clearing centre
for money market instruments having physical delivery in
London. It is similar to the Euro-clear System in
functions. But the Euro-clear System is bigger in size.
The securities handled by the Clearing Centre are
Euromarket instruments such as Euro certificates of
deposit, Eurocommercial papers and Euronotes. The value
of securities settled per year is approximately US$ one
trillion. The Clearing Centre is specialised in acting
as clearing agent for the former two instruments.
However, it is able to handle securities denominated in
US Dollar, Sterling Pound, Yen, European-Currency Units,
Canadian Dollar, Australian Dollar and New Zealand 'Dollar
only. The number of both securities and currencies
handled by the Clearing Centre a.re less than that of the
Euro-clear System. There are 350 participants using the
service. Most of them are financial institutions. Each
participant is required to maintain*a securities account
and a cash account with the Clearing Centre.
In addition to custodian and clearing services, the
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First Chicago Clearing Centre provides issuing and paying
services. Since 1984, it has expanded its role to become
a major Issuing and Paying Agent both for Eurocommercial
paper issuers and banks in London who sell their
certificates of deposit on a continuous basis.
3.2.3. The Cedel System
Cedel is an international clearing house with
headquarters in Luxembourg. It was founded in 1970 by a
group of well-known financial and banking institutions
with a view to satisfy market needs. Today, there are
103 financial institutions from 16 countries as
shareholders. This group represents many of the
best-known names in the international financial community.
Currently, there are over 1,750 Cedel participants
located in 61 countries throughout the world. This
affirms the international status of Cedel. In 1986, the
total value of the transactions settled in the Cedel
System was US$ 1,207 billion. The market value of the
securities held for its participants by Cedel as`'of 31
December 1986 was US$ 156 billion. The securities
accepted by Cedel for clear.ance includes: Eurobonds,
Yankees, US Government Agencies, Samurai and Swiss Franc
foreign bonds and shares, US Treasuries, Dutch and German
domestic bonds and shares, short-term instruments such as
Euro-notes and certificates of deposit, also gold bullion
traded on the Luxembourg Stock Exchange. The various
instruments handled by Cedel indicate that the settlement
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process is of a multicurrency nature.
The Cedel System is very similar to the Euro-clear
System. However, its size is a bit smaller than that of
the Euro-clear. Depositaries are also established in
different major cities to facilitate the physical
delivery of securities into or out of the system.
Besides the capital market, Cedel has expanded its
presence in the market of internationally traded





During the study, both dealers and settlement
personnel were interviewed. Questions concerning the
present system and the proposed system were asked. A
list of questions that were asked is shown in Appendix
B. The following are results of the interviews.
4.1. Current-practice in the market
Nearly all of the transactions in capital market
instruments are settled through custodian agents. These
agents are usually the issuer or the lead managers of a
particular issue. They hold the securities for the
tender panel members and managers who participate in the
underwriting program. Other entities who purchase these
securities must hold them through a member belonging to
the above-mentioned category. Thus, those underwriting
managers hold a large number. of securities for their
customers.
Once a dealer has closed a deal with his customer,-
the back-up people will reconfirm the details of the
transaction with the counterparty. Information about the
amount, the value date and the settlement instructions
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are exchanged. The settlement personnel then send out a
written confirmation to the counterparty. At the same
time, a letter is sent to the custodian -agent to inform
them about the transfer of title of certain amount of
securities with effect from a particular date. If the
institution is not a member of the custodian agent, the
letter will be sent to the underwriting manager who acts
as the custodian agent for the institution. The
underwriting manager will in turn send a letter to the
real custodian agent, informing them of the transfer of
title. Depending on whether the institution is a buyer
or a seller of the instrument, the institution will send
out a cheque to or receive a cheque from the
counterparty. The custodian agent will inform the
institution once the title of the securities has been
transferred.
Physical delivery is seldom practised. Most market
participants will try to avoid this unless it is a
special request made by their customers. This process
requires additional time and cost to carry out. The
institution has to collect the instruments from the
custodian agent. This normally takes a week's time.
Besides, the collecting and delivering processes involve
additional manpower, and insurance is required for the
sake of safety. Hence, extra cost is incurred. Another
important problem is the verification of the papers.
Since physical delivery is only occasionally used, there
are not enough experts in the market who can verify the
genuiness of the instruments. The risk of receiving fake
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paper exists.
4.2. Problems of the-present system
The existing system is rather cumbersome and it
involves a lot of correspondences among the different
parties involved in the settlement process. Moreover,
the system also creates many problems. The following are
the ma for ones.
1. Delay in settlement
As mentioned above, the custodian agent holds all the
papers of a particular issue and acts as a settlement
agent for that issue. When they receive notification
about the transfer of title, they have to check
whether the seller has a sufficient amount of the
paper. If yes, they then process the transfer and
inform the buyer. This usually takes one to two days'
time. Sometimes if the seller does not have enough
stock, the process will take at least a week's time
because correspondence between the custodian agent and
the seller is time-consuming. Since the cash payment
and the paper settlement are separated, the buyer has
to pay the cash first and they will be notified about
the results of the paper settlement. Hence, this
involves the risk.of receiving no paper while cash has
been paid out. The problem of delay will be more
serious if the paper changes hands several times in
the same day. More time is required to track the
movement of the paper.
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2. Easy to have disputes
Due to the cumbersome settlement process and the usual
delay in settlement, buyers and sellers have disputes
very easily and frequently. Once there is something
wrong, tracing the mistakes is very troublesome and
time-consuming. This incurs additional cost because
extra manpower is required to follow up on the dispute
until it is settled. Sometimes, if there are legal
disputes, more time and money will be spent.
3. Lack of control
Custodian agents only safekeep papers for their
members. These members, therefore, can and have to
hold papers for their customers. On the record of the
custodian agent, the papers belong to different
members. It does not show any customer ownership.
This. can only be found on the records of individual
members. Some members will make use of this loophole
and sell short a particular issue of paper. They can
make money by doing this if they catch the right
trend. This practice is unethical. Those companies
may suffer a big loss if the market trend is against
the short position. Besides, the image of those
companies will be greatly affected if the market knows
about it.
4. Bigger credit risks
Under the existing system, the cash payment and the
paper settlement are separated. Also, the
confirmation of title transfer is usually received a
22
few days later. Hence, there is the possibility that
the seller will get the cash and then default in
turning over the papers. This creates a bigger credit
risk for the buyers. Financial institutions are
therefore more cautious in setting trading limits for
capital market instruments which directly affects the
trading volumes of the market. Not enough trading
volume means that the market liquidity is not good.
As a result, further development of the market will be
limited.
4.3. Reasons for having_a_central clearing_system
All interviewees agreed that a central clearing
system could solve the problems and improve some aspects
of the existing system. The following summarise the
benefits quoted by the interviewees.
1. Elimination of delay in settlement
The delay in settlement will be eliminated once a
central clearing system is established. The clearing
centre will -become the focal point of the settlement
process. Both cash and securities settlement can be
carried out in the same place and the chain process in
the current system will no longer exist. As the
clearing centre will keep updated records of cash and
paper balances for its members,' settlement can be
transacted smoothly and efficiently, even if the paper
changes hands several times in the same day.
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2. Reduction in cost
A central clearing system can help its members to
eliminate a certain amount of cost. For the paper
issuing companies, a global paper or certicate of
deposit which represents the whole amount of the issue
can be issued and kept in the clearing centre.
Individual paper or certificates of deposit can be
eliminated. Thus, the issuing cost will be lower.
For all its members, a central clearing system helps
to save manpower and time. Less people are required
to carry out the processing work and to deliver
correspondence and documents to the different parties
involved. Moreover, this will reduce the amount of
paperwork and time. Safekeeping cost will be lowered
as well since the clearing centre will act as the
custodian agent. Individual members need not assign
people and equipment for the purpose of safekeeping
securities.
3. Reduction in risk
The settlement of cash and paper through the central
clearing system will reduce the risk involved. The
clearing centre, after making sure the seller has
enough paper in his account, will then credit the
money to the seller's account. Hence, the risk of not
receiving any paper. after paying the money will no
longer exist. This system will only make delivery of
securities against payment unless special instruction
for free-of-payment delivery is given. Thus, the
seller is protected as well. Regarding physical
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delivery, the central clearing system will be
responsible for that. They will provide experts who
can verify the genuiness of the securities. Thus, for
members, the delivery cost will be reduced. Also,
the safety problem will be taken care of by the
clearing centre. However, additional charges may be
required for physical delivery.
4. Better control
In order to facilitate settlement, most of the' capital
market participants and institutional investors will
maintain accounts with the central clearing system.
Hence, only individual investors will require
financial institutions to provide custodian services
if they do not want to have physical delivery. This
set up greatly reduces the chance of selling short a
particular security by a player in the market.
Besides, the use of a central clearing system will
minimise the number of disputes among different
parties involved in settlement. Thus, cost and time
incurred from tracing and putting right such disputes
can be reduced. At the same time, the 'clearing centre
may act as the arbitrator for unsettled disputes.
5. Centre for information
Since all transactions of capital market instruments
are settled through the central. clearing system, the
clearing centre can act as a provider of information.
Information such as date of fixing, rate of fixing,
interim interest amount and interest payment date can
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be provided by the centre. Also, the centre can
tabulate some vital statistics of the capital market.
Data such as number and amount of issues outstanding
and trading volumes for different instruments are
important for future studies and research projects on
the capital markets in Hong Kong. At present, there
are no formal statistics about these data.
4.4. opinions on the_proposed_central clearing_system
All interviewees agreed that the central clearing
system should handle settlements of all Hong Kong dollar
capital market instruments. The system should perform
the following three basic functions:
1. Safekeeping of securities
2. Cash transfer
3. Securities transfer.
Ideas from discussions about the details of the clearing
system are incorporated in the proposed design of this





As explained earlier in this paper, the present
study will be confined to the proposal of devising a
viable Central Clearing System for local securities.
There are already a number of central clearing systems
around one option will thus be to build the local system
on another existing central clearing system. The most
suitable candidate for this purpose will be the
Euro-clear System which has been described in the
preceding chapter. This is because the Euroclear is the
most widely used international clearing system, while the
other central clearing systems are either not as popular
as the Euroclear or are localized systems for the
clearing of their respective local securities.
After a careful study o.f the Euroclear*s rules and
regulations, we have however concluded that it is neither
feasible nor even be possible to build a local system
based on the Euroclear. The main reasons are as follows:
1) The Euroclear is a clearing system for securities
which are almost exclusively tax exempted. With the
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withholding tax still in force in Hong Kong for
corporate issues, it is rather unlikely that the
Euroclear would accept the proposal..
2) As the Hong Kong Dollar is still not a major
currency in the international market, local dollar
denominated instruments are very seldomly traded
abroad. Most local securities are traded in the
domestic market and it therefore contradicts the
Euroclear's desire to handle only internationally
traded securities.
3) By making the local system as an extension of the
Euroclear, we have to shape our market to fit into
the existing structure of the Euroclear System. In
this case, we shall be taking the risk of losing our
own market character and this may affect the
effectiveness and efficiency of the local market.
4) In addition, there may be cost considerations as a
tailor-made local system should in the end prove to
be more cost effective than attaching to other
systems. Because of the size of the local market
and the fact that the clearing system should be
designed to clear mainly local instruments, the
proposed system should accordingly be for a small
but cost-efficient operation which aims to satisfy
current needs and with flexibility to expand further
with the market. With the large international set
up of the Euroclear System, the total overhead cost
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would be enormous. The cost of attachment to it may
therefore wipe out any economies of scale which may exist.
With this option ruled out, the alternative will be
to establish our own clearing system. As the Euroclear
is by far the most widely used central clearing system
for securities, the proposal should therefore bear
resemblance to the basic structure of the Euroclear
System with local adaptation to fit in with the
particular trading characteristics of the local market.
5.2. The Organization
5.2.1. Ownership
Due to the sensitivity of the information handled,
the Hong Kong Clear, the proposed central clearing
system, should be managed by a separate legal entity
owned by shareholding banks. This is consistent with the
findings from the interviews that the system should be
detached from- any single bank's influence. Initially,
the Clear may be set up as a private limited company. with
initial capital injected by interested shareholding
banks. As the company develops, more shareholding banks
can be invited whenever appropriate. Ideally, at least
five shareholding banks should be involved in the initial
set up to provide the system with a balanced
composition. To start with, one bank from each of the
following sectors can be invited as shareholders: the
American banks, the British banks, the Chinese banks, the
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European banks and the Japanese banks.
In order to ensure the smooth running of the system,
the Hong Kong Clear should be governed by an independent
body which can be either the Hong Kong Capital Markets
Association or the Hong Kong Association of Banks. In
this case, we suggest the Hong Kong Capital Markets
Association as the most suitable governing body because
it is their instruments that this Hong Kong Clear will be
handling. Their opinion and guidian.ce will be most
beneficial to the smooth operation of the system.
5.2.2. Manaaement
As revealed by the results of the interviews, cost
consideration is a significant factor to the success of
the clearing system. An oversized clearing system,
though it can make a more comprehensive coverage of all
aspects of settlement, will inevitably lead to a higher
total cost. One has therefore to strike a balance
between the 'functions and the size of the body. Unlike
the big operation of the Euroclear, the proposal will be
for a small organization with an initial staff of eight
under the structure shown on the-next page.
One executive director will be recruited to oversee
the whole operation, to study the progress of the system
and to investigate the need and possibility of
expansion. In order to eliminate influences of any
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Fio 1 Organization chart of the proposed_system
as a full-time employee reporting to the Board of
Directors. Secondment from a bank to fill the position
will not be accepted.
Representatives from the shareholding banks will be
invited to join the board as non-executive directors to
provide the clearing system with objective opinions and
to avoid biased decisions towards any particular bank.
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The non-executive directors will not be responsible for
the day-to-day operations, but will meet regularly to
discuss the problems arising and to reflect the
shareholding banks' opinions on the operation of the Hong
Kong Clear. These representatives, together with the
executive director, form the Board of Directors.
Two accounting clerks are required to handle daily
accounting entries and to produce necessary reports to
participants. As all of the transactions will be
recorded in a computer system, the accounting work load
should be very much reduced and the two proposed
accounting clerks should be sufficient to handle the
required work.
With the anticipated transaction volume, four
operation clerks are required to execute the daily inflow
of instructions while one administrative clerk will take
care of the other daily administrative tasks.
The development of the computer software and the
recommendation of a computer system will be a one-off
task. This can be done by employing an outside
consultant. The maintenance of .the system can also be
done by an outside consultant whenever necessary. This
can very much reduce the overhead cost of the system by
holding down the number of permanent employees. Judging
from the present market turnover, a system based on
personal computers will be adequate.
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5.2.3. Participants
The Hong Kong Clear is designed to provide the
secondary market with a system to facilitate settlement
between market participants. To exercise better control
on the smooth running of the system, the use of the
Clearing System should be restricted to members. The
operator of the Clearing System. is responsible for
specifying the particular membership requirements. As a
rule of thumb, any entity which frequently participates
in the trading of securities should be invited to be a
member of the Clearing System.
Though it is anticipated that financial institutions
will be the main participants, corporate membership
should be encouraged if they are frequent participants in
the trading of local securities. Each participant in the
Hong Kong Clear should initially maintain two accounts on
the books of the System--
a) a Security Clearance Account to which securities are
credited
b) a Current Account for funds movements.
5.2.4. Securities and Currencies accepted by the System
Securities accepted for deposit in the Hong Kong
Clear may be of bearer or registered form and they may be
in the form of global or definitive certificates.
Securities may include the following debt instruments:
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Commercial Paper, bills of exchange or other
discounted paper
Short Term Certificates of Deposit
Floating Rate Notes
Floating Rate Certificates of Deposit
Fixed Rate Certificates of Deposit
Fixed Rate Bonds
Fixed or Floating Rate Bearer Participating
Certificates
Fixed or Floating Rate Transferrable Loan
Certificates
In the case of global certificates, physical
delivery out of the system will not be allowed. For
securities in registered form to be accepted by the
system, they should be accompanied by proper instruments
of transfer and will be registered in the name of a
Depositary or in the name of such other nominee as
considered appropriate by such Depositary.
As the system is designed to satisfy local needs,
initially only Hong Kong dollars should be accepted for
settlement of securities. However, room for further
development to cater for other currencies should be
allowed to meet future needs of the market.
Such securities accepted in the Hong Kong Clear will
be allocated a Security Code Number which should be
quoted in all communications with the Hong Kong Clear.
When requesting the assignment of a Security Code Number,
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the following information should be provided:
Complete name of the issuer
Interest rate and other information regarding income
payable
Name of the Lead Manager
Maturity date, including information on partial
redemption
Denomination of Certificates
Options and attachments, like convertibility
Paying agent and other reference agent
5.2.5. Insurance
Comprehensive insurance cover is necessary for the
protection of the participants. This should include
insurance coverage for all risks of physical loss or
damage from whatever cause and losses from dishonest or
fraudulent acts of employee(s) of the System.
The value of any securities for the loss of which a
claim shall be made shall be determined 'by the average
market value of such securities on the business day of
the discovery of such loss.
5.3. Services
5.3.1. Safekeeping and related services
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5.3.1.1. Safekeeping
Custodian service will be provided. by the Clearing
System for participants to deliver their securities into
the System. Authenticated securities will be kept in a
safe. Physical delivery of securities out of the System
should be highly discouraged though it can be arranged.
According to the results of the interviews, there
exists quite a large amount of outstanding issues held in
the custody of the lead managers. On implementation of
the System, to avoid initial difficulties of physically
transferring the securities, the deposit of securities
with the Hong Kong Clear should not be mandatory. Lead
managers should be encouraged to become the
sub-custodians of the Hong Kong Clear though all
settlements basically will remain within the Hong Kong
Clears accounting system.
After the establishment of the Hong Kong Clear, the
issuers of new securities should be encouraged to deposit
their securities into the System to facilitate trading in
the secondary market.
5.3.1.2. Income payments
Income received in respect of securities held in the
Hong Kong Clear is credited to a participant's Cash
Account according to the amount of securities of the
issue credited to the participant's Securities Clearance
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Account on the interest payment date.
In the case of a default in payment by the issuer,
the Clearing System reserves the right to reverse the
entry. The issue of payments subject to the withholding
tax will be discussed in section 5.3.1.4.
5.3.1.3. Income on securities with floating rates
It is the responsibility of the Clearing System to
obtain and update information regarding floating rate
instruments though it should not take any responsibility
for the accuracy and completeness of such information.
The participants will be notified when the details of the
payment become available.
As a further development of the System, one
additional function of the Hong Kong Clear as suggested
by some interviewees would be to act as an independent
body for rate-fixings. For new floating rate issues, the
Hong Kong Clear can act as the reference agent for the
rate-fixings.
5.3.1.4. Withholding tax
Under the present tax law, instruments issued by
deposit taking institutions are exempted from withholding
tax. However, issues by corporate borrowers are still
subject to withholding tax. Therefore, provision has to
be made for income payments with or without deduction of
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withholding tax.
If income payments in respect of the securities are
received by the Hong Kong Clear after deduction of any
taxes, the net proceeds will be creditied to the affected
participants' Cash Account. If the Hong Kong Clear is
required itself to withhold any taxes from any payment to
any participant, such payment will be credited to the
Cash Account of such participant after giving effect to
such withholding.
If subsequent to the crediting of any Cash Account
with any payment, taxes are later paid by the Hong Kong
Clear with respect to such payment, the Hong Kong Clear
reserves the right to debit the Cash Account in the
amount of the taxes.
5.3.1.5. Redemption
On the maturity date, Securities Clearance Accounts
are debited 'and Cash Accounts are credited with the
appropriate redemption value simultaneously. Iff the
redemption date falls on a non-business date, such debit
and credit will be executed on the next business day.
Currently, there are no local issues with redemption
in part. However, provisions must be made for such an
arrangement to allow greater flexibility. In the case of
redemption in part, unless it has been stated that
redemption is on a pro-rata basis, the Hong Kong Clear
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will conduct a computerized lottery in order to determine
to which Securities Clearance Accounts, and in what
amounts, the securities to be so redeemed will be
allocated.
On a pro-rata partial redemption, if the nominal
amount of a particular Securities Clearance Account is
too small to allow redemption on a pro-rata basis, the
Clearing System reserves the right to determine
arbitrarily from which Securities Clearance Account and
in what amount the securities are to be redeemed.
5.3.1.6. Revaluation
As it is a general practice to value the portfolio
to the most current market price, an independent
revaluation body is desirable. In Hong Kong, as most
securities are traded on an over-the-counter basis with
only a few listed issues around, the Hong Kong Clear can
serve this end by providing a valuation report on a
weekly basis using the average price quoted by various
lead managers. Month-end or year-end revaluations can be
done on the penultimate business day before each
month-end or year-end.
5.3.2. Security transfer
The following forms of securities transactions are
executed in respect of participant's Securities Clearance
Account.
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5.3.2.1. Deposit of securities into the System
This represents a deposit of securities from outside
the Clearing System effected by the credit to a specified
Securities Clearance Account of the amount of the
securities received.
In general, the request will be processed either
free of payment or against payment. However, the System
should reserve the right to refuse to accept the deposit
of the following securities:
a) Global certificate if the definitive certificates
are available.
b) Registered securities if the redemption date from
the date of deposit is less than five business days.
c) Bearer securities if the redemption date is the next
business day to the date of deposit.
d) Any security which has a defect in its title and it
cannot be freely transferred.
5.3.2.2. Delivery of securities out of the'System
Though physical delivery .should be infrequent and
should be strongly discouraged, it is the legal right of
the buyer to request such arrangement. Therefore some
provisions for delivery out of the System have to be made.
This represents a delivery of securities out of the
Clearing System effected by the debit of a Securities
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Clearance Account with the amount of the securities
specified and the delivery to the recipient.
For securities delivered out of the System, all
costs incurred will be borne by the participant giving
the instruction. In case the securities delivered are
refused by the recipient, the participant's Securities
Clearance Account will be re-credited, unless the
participant provides a new delivery instruction.
5.3.2.3. Clearance against payment
After receiving instructions given by the
participants, the Hong Kong Clear effects transfers of
securities between participants by:
a) the debit of a Securities Clearance Account and the
simultaneous credit of such amount of the
counterparty's Securities Clearance Account
b) the simultaneous credit of the countervalue to the
Cash Account of the participant who transfers the
securities and the debit of such countervalue to the
Cash Account of the recipie.nt of the securities.
In order to effect the clearance of the transaction,
both the buyer and seller must send full instructions to
the Clearing System, specifying information including
transaction type, counterparty, nominal amount,
settlement date, security code number and countervalue.
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According to local market practice, it is very
common to have dealing transactions settling for same day
value. The System has therefore to be. efficient enough
to cater for such arrangement. In order that the
transaction can be cleared for same day value, the deal
has to be done before 12:00 noon and instruction to the
Hong Kong Clear has to be sent before 3:00 p.m..
Upon receiving the instructions, the Clearing System
will check whether the instructions match. .If they
match, the System will then check whether the
participants' accounts have sufficient securities or cash
to effect the transaction. To explain the settlement
procedure, a simple flow chart will be most helpful.
This is shown on the next page.
5.3.2.4. Clearance free of payment
Because of the non-existence of a central clearing
system for local instruments, the current market practice
is almost for a one hundred percent clearance free of
payment. With the establishment of such a system,
clearance free of payment will become less frequent.
Nevertheless, it is expected. that there will still be a
reasonable percentage of transactions based. on clearance
free of payment.
The transfer of securities between participants will
be effected by the debit of a Securities Clearance
Account with the amount of securities specified and the












Fig 2 Flow chart of instruction _matching
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Securities Clearance Account. In this. case the
participant transferring securities is required to send
instruction to the Clearing System whereas the receiving
participant need not submit any instruction.
As the transfer is free of payment, there is no
deadline for the sending of instructions. But in any
case an instruction has to be sent one day before the




A transfer of funds is effected by a debit to a
participant's Cash Account with the amount specified and
the simultaneous credit of the same amount to the
counterparty's Cash Account.
The central clearing system for cheques in Hong Kong
takes one day to clear cheques. If a participant
deposits a cheque into its Cash Account to initiate a
book transfer, such transfer -will be conditional upon
good funds being received. The Clearing System reserves
the right to reverse the entry if the cheques cannot be
cleared.
In order to reduce the chances of a late transfer,
instructions to transfer must reach the Clearing System
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before 3:00 p.m. for same day value transactions. In
cases where instructions are received after 3:00 p.m.,
the transfer will be executed on the next business day.
5.3.3.2. Wire transfer
A payment out of the Clearing System will be
effected by a debit to a Cash Account with the amount
specified and a corresponding payment to a specified bank
for credit to a specified beneficiary.
As in the book transfer, any instructions received
after 3:00 p.m. on the value date will be executed on the
Followinq business day.
Another method to speed up the money transfer is to
make use of the Clearing House Automated Transfer System
(CHATS). This is an electronic transfer system. It is
fast and saves the trouble of depositing cheques into
bank accounts.
5.3.3.3. Foreign exchange
Though the Clearing System is designed for local
instruments, provisions have to be made for clearing
securities denominated in currencies other than Hong Kong
dollars. However, in order to avoid complication, and
disagreement on settlement prices, only the currency of
the security should be used to settle the security.
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5.3.4. Securities lending and borrowing program
Such a program exists in the Euroclear and has long
been operative. it has recently raised a lot of
controversial argument over the issue of forced buyback
on short squeeze. Under the current Euroclear System,
the borrower of the security has to buy back the security
at 'market price' after a certain period of time to repay
the lender of the security. Because of the existence of
short squeeze, sometimes the 'market price' is
artificially pushed up to an unreasonable level.
The proposed Hong Kong Clear should not provide such
a service initially because of the following reasons:
1) Government regulations make short sale illegal.
2) Most of the local issues are too small so that
manipulation is easy and the short squeeze may
happen very often.
3) Arguments over the level of a 'reasonable' buyback
price exist.
The Hong Kong Clear will not provide any securities
lending and borrowing program. unless the above obstacles
can be overcome.
5.3.5. Information services
As reflected by the interviews, the Hong Kong Clear
should serve the additional function as an information
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centre for all general market information. The following
reports are some of the reports that interviewees have
expressed an interest to obtain, and we find them
necessary for promoting secondary-market trading.
5.3.5.1.. Daily account report
This report will be the participant's own statement
of account and should contain the following updated
information on the participant's account.
1) Cash Account Balance-- the opening balance of the
Cash Account, funds movements and the resulting
closing balance for the day to help participants
manage their cash position.
2) Executed Transactions-- all transactions cleared
for the day giving details of issues, amounts and
counterparties.
3) Transactions pending to be executed-- all
transactions to be settled for future value are
shown to help participants prepare securities and
funds for clearance.
4) Unmatched Instructions-- any instructions that are
not matched with. the cou.nterparty are shown so that
reconfirmation between participants can be done once
discrepancies arise.
5) Income Payable-- any interest paid to the




This report will contain information about the
participants' portfolios and some general market
information.
1) Revaluation-- current market prices along side the
participants' current holdings are shown to help
participants to revalue their portfolios. Market
prices will be provided by the lead managers at the
closing of each week.
2) Rate-fixings of Floating Rate Instruments-- details
of each rate fixing such as coupon rate, next fixing
date, etc. will be obtained and published in the
report to save participants' time to look for such
information. Currently, this information is only
available in newspapers or by asking the lead
managers.
3) New security codes assigned-- as mentioned in
section 5.2.4., every new issue will be assigned a
unique Security Code so that in all subsequent
transactions, references can be 'made using the
assigned Security Code Number. A list of new issues
for the week with their assigned Security Code
Numbers are shown on the report to facilitate future
transactions.
4) List of New Participants-- the number of
participants in the Hong Kong Clear should increase
as a result of:
a) increase in number of market nlnvPrc achPnnn1
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market aevelops
b) growing popularity of the System.
The list shows all new participants of the System so
that in future transactions, participants know who
can and cannot trade securities through the Hong
Kong Clear.
5.3.5.3. Monthly reports
This report will contain the participant's statement
of fees and expenses together with other general market
information.
1) Statement of fees and expenses-- this includes a
summary of the activities of the participants and
the related charges debited to the participants'
accounts. Participants can check with the report to
see if the monthly charges are correctly calculated.
2) Inventory list-- a complete listing of the
participants' holdings with details of issues and
amounts- are provided to help the participants in
their portfolio management.
3) Monthly turnover-- currently, there are no official
statistics on market volume as most trading is done
over-the-counter and settled individually. With all
settlement done through the Hong Kong Clear, market
turnover for each type of instrument can be produced
to help assess the development of the market.
4) Top twenty traded issues-- to provide the
participants with information about the most liquid
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issues, the top traded issues are listed alongside
their volumes of trading. This report is
particularly important to the frequent player of the
market and it also helps investors choose the most
liquid issue.
In view of the usefulness of the Daily Account
Report, it should be available at 9:30 a.m. in the
morning and should be sent either through the computer
linkage or if not available, by telex. Weekly- reports
should be available on the first business day of the week
while monthly reports should be available on the last
business day of each month. Both reports will be sent by
computer, telex or mail.
5.4. Communications
5.4.1. Computer network
As suggested by some of the interviewees and after
consultation- with some computer experts, we find that it
is feasible to link the participants with the Hong Kong
Clear through a specially designed computer network.
Participants can communicate with the Hong Kong Clear
through a simple keyboard terminal which connects to the
computer system of the Hong Kong Clear.
Like an ordinary computer system, passwords will be
assigned to each participant for security reasons. When
an incorrect password is entered for more than three
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times, the terminal will be locked temporarily until the
Hong Kong Clear is informed of such error. In such
cases, instructions to the Hong Kong Clear can be sent by
telex as explained in the following section.
5.4.2. Communication by telex
It is not uncommon to transact local securities for
same day value. Under present market practice, deals
done before 12:00 noon can be settled for same day
value. In order to avoid any delay in settlement and
funds transfer, instructions for settlement for same day
value should be sent by telex to the Clearing System by
3:00 p.m.. Instructions received after the cut-off time
will be executed the following business day. Back-value
is not allowed.
5.4.3. Communication by mail
Instructions to the Hong Kong Clear can also be sent
by mail. However, due-to the normal lapse of time for
mail delivery, the Hong Kong Clear will-not guarantee the
prompt execution of settlement instructions. As a
general rule, only instructions for settlement at least
one week later should be sent by mail to the Hong Kong
Clear. As with communications by telex, instructions
received after the cut-off time will* be executed the
following business day. Of course, communication can be
speeded up if delivery service by hand is used. As Hong
Kong is a small place, the use of hand delivery will not
51
incur too much cost.
For security reasons, a telex authenticating chart
is provided to all participants for telex communication
while a signature book is kept by the Clearing System to
authenticate instructions sent by mail.
5.5 Fees and expenses
In order to make the Hong Kong Clear a viable
system, it has to satisfy both of the following
conditions:
1) The fees that it charges participants should be low
enough to attract sufficient members to make the
System work. If the charges are too high, compared
with existing costs, potential members may choose to
settle outside the Clear using current settlement
practice. Without sufficient support, the system
will bound to be a failure.
2) The fees that the Hong Kong Clear receives should be
sufficient to cover the operating expenses-of the
System. In other words, the Hong Kong Clear should
be initially responsible, for its own profit and
loss. Otherwise, no banks will want to become the
initial shareholders of the System.
The following procedures will be followed in order
to determine a 'reasonable' fee structure for the Hong
Kong Clear:
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1) Estimate the monthly operating costs
2) Estimate the monthly market turnover volume and
amount of issues outstanding
3) Recommend a fee structure which basically can be
divided into transaction fees, custodian fees and
annual membership fees.
The set up cost will be discussed in the chapter on
implementation as it directly relates to the amount of
initial capital injection.
5.5.1. Monthly operating costs








The payroll will include the salary and fringe
benefits of the eight permanent. employees. The Executive
Director will be remunerated at around HKD25,000- 30,000
per month while the remaining sum will be shared by the
other staff. The rental will be for an office space of
800- 1,000 sq. ft.. The estimate should be sufficient
under current market condition as there is a wide choice
of available office space. The other estimates are based
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on the average expense pattern of orrices or a similar
size. With payroll and rental taking up the largest
share of the total operating costs and given that they
could be kept very close to the estimates, the estimated
monthly operating costs should be a reasonable reflection
of the actual oeratin costs.
5.5.2. Monthly turnover volume and amount of issues
outstanding
As the proposed fee structure will contain both
custodian and transaction fees, it is necessary to obtain
estimates on the above volume to determine the
appropriate level of charges.
Since there is no official record of turnover volume
in the market, estimates can only be obtained from
leading market players and brokers. From interviews of
the major market players, it is estimated that the total
market turnover is in the region of HKD 6 billion per
month with -about 1,200 transactions. This works out to
be 60 transactions a day for a 20-working-day-month and
closely fits in our expected amount of workload for the
operation staff.
On the other hand, the amount of issues outstanding
can be estimated accurately by taking the records of past
issue history. With the help of one major market player,
a full list of past issues was obtained and from it the
amount of issues outstanding is calculated. This amounts
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to HKD 60 billion, with HKD 40 billion in rixeo Haze
Certificates of Deposit, HKD 6 billion in Floating Rate
Certificates of Deposit, HKD 5 billion in Fixed Rate
Bonds, HKD 5 billion in Floating Rate Notes and
approximately HKD 4 billion in others. The amount of
outstanding commercial papers cannot be obtained as they
are short-term papers and the total amount outstanding
changes frequently. Nevertheless, a rough estimate of
the average outstanding amount of commercial papers by
some major market participants puts the figure at around
HKD 8 billion.
5.5.3. Fee structure
As described earlier, the fee structure will contain
the custodian fee, the transaction fee and the membership
fee. Of these, the custodian fee will be the primary
source of income of the System because:
a) the amount of issue outstanding is large and
therefore the amount of fees generated from.
safekeeping should be proportionately large
b) the cost unpaid on the holder is comparativelyf- small
as the proposed charge, like interest, is accrued on
an annual basis and represents only a very small
fraction of the coupon of the instrument
c) with the relatively small number of transactions,
estimated income from transaction fees will be small
anyway. Any attempt to increase revenue from
transaction fees will only hinder the volume of




Custodian fees are related to the amount of such
securities credited to the Securities Clearance Account
and will be calculated on an annual basis as accrual on
interest. The proposed fee structure will be for a
step-down rate as follows:
AverageholdingPer annum fee
0 to 50 millionHKD 25 per million
51 to 100 millionHKD 20 per million
over 100 millionHKD 15 per million
5.5.3.2. Transaction fee
As explained earlier, transaction gees will not oe
the primary source of income. The proposed fee should
therefore be sufficient to cover the transaction costs
which include transfer of ownership and transfer of funds.
For both clearance delivery free of payment- and
against payment, the proposed charge is HKD 20 per
transaction. The value of the transactions is irrelevant
as the same amount of work has to be done for
transactions of any size.
Since delivery in and out of the System is highly
discouraged, the fee for delivery in and out of the
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System should be set at a relatively high level or tKu
500 per transaction.
5.5.3.3. Membership fee
As in the case of the transaction fee, the
membership fee is not the primary source of income. But
it is necessary to avoid large number of dormant
members. Therefore it is proposed that it can be waived
if the amount of other fees received from the participant
exceeds HKD 2,000. Otherwise, an annual fee of HKD 2,000
will be charged for the cost of reports and other
printing materials.
5.5.3.4. Expense:
Participants nave to reimburse the Hong Kong dear
for out-of-pocket expenses incurred on their behalf
including telex, delivery cost, etc..
5.5.3.5. Billing
All fees and expenses are calculated and debited to
the Cash Accounts on the last business day of each
period. Transaction fees and expenses will be charged
monthly, the custodian fee on a quarterly basis, whereas
the membership fee on a yearly basis if applicable.
With the expected volume of new issues and secondary
market turnover, the above fee structure should be able
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to generate sufficient income to support the existence of





6. 1. Owner ship and registration
To set up the Hong Kong Clear, the first thing to do
is to find the shareholding banks who can supply the
required capital. The Hong Kong Capital Markets
Association can send out letters to different banks to
invite their applications. The Association can then
select suitable candidates as the shareholders of the new
company. An organizing committee can be formed as a
result and start to set up the Clearing System. The
committee needs to register the Clearing System as a
limited comoanv under the Companies Ordinance.
6.2. Staffing
With the capital provided by the shareholders, the
organizing committee can start to hire the staff for the
Clearing System. An executive director, an
administrative clerk, two accounting clerks and four
operation clerks are required. Their responsibilities
are described in a previous chapter. As the number of
staff is small, a lot of work in the office will be
carried out with the help of personal computers. Hence,
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these people should be familiar with the use of personal
computers.
6.3. Office and safekeeping vault
At the same time, the organizing committee needs to
find an office for the new company. The most important
prerequisite for the office location is that it should be
close to the safekeeping place. The most convenient way
is to have a safekeeping vault inside the office.
However, this will be very expensive and it is more risky
to do that. Another alternative is to have a bank to act
as the Depositary of the Hong Kong Clear. One of the
suitable candidates will be the Hong Kong Bank. It has a
very good safekeeping vault and it is located in
Central. Also, it is at present one of the Depositaries
of the Euro-clear System. Thus, by using the Hong Kong
Bank as the Depositary, many securit.y problems can be
avoided and the cost for doing this will not be too
expensive. The Hong Kong Bank will most probably be.
willing to be one of the shareholders of the clearing
system since it acts like a quasi-central bank is. Hong
Kona.
6.4.Computer system
Another important project for the organizing
committee is to develop the computer system for the
Clearing System. This affects the efficiency of the
future System. As the market turnover is not very large,
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the use of personal computers should be able to handle
the workload. Outside consultants can be employed to
develop and maintain the system. Besides the system for
the settlement function, a system for office automation
should be developed as well.
6.5. Membership solicitation
During the process of setting up the Clearing
System, solicitation for participants should be carried
out simultaneously. The Hong Kong Capital Market
Association can send out letters to ask its members to
join the Clearing System. As the future settlement of
capital market instruments will be performed by the Hong
Kong Clear, most market players should be willing to
join. The market players are expected to show their
intention of joining first and then the formalities will
be completed later when the Hong Kong Clear is ready for
operation. Such indications of intention will help plan
for the size of the operation at the start.
6.6._Banking_facilities_and_insurance
Before the Clearing System is operational, two
arrangements have to be made. One is banking
facilities. The Hong Kong Clear needs to open accounts
and arrange the necessary banking. facilities with its
bankers. Besides, it should open accounts with the
Clearing House for cheques and join the Clearing House
Automated Transfer System. This facilitates the money
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transfer. The second is insurance coverage. finis is
necessary in order to protect the Clearing System from
all the risks involved in carrying out.the settlement and
safekeeping functions. Well-established insurance
companies should be used as agents.
6.7.Time and set-up costs
All the above processes will require six to nine
months to complete. Set-up costs are estimated to be as
follows and will be financed by the initial capital.
Computer cost











The proposed System is aimed at handling all
settlements of the Hong Kong Dollar capital market
instruments. With the establishment of such a System,
the settlement procedures will be standardized because
every institution will use the same procedures set by the
Clearing System. Moreover, the use of the Central
Clearing System will reduce settlement errors
considerably. This will help users save time and money.
Besides, the custodian service provided by the
Clearing System will make people feel more confident in
trading capital market instruments since all the
securities will be kept by the System. The risk of.
non-receipt of securities will be greatly reduced. The
Clearing System will also serve the function of prf'viding
basic statistics about the secondary market. This will
facilitate future studies and research projects on the
capital markets in Hong Kong.
With such improvements in the process of settlement,
investors will have more confidence in the trading of
capital market instruments. They will be encouraged to
use the Hong Kong dollar instruments as one of their
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investment tools. With more investors joining in, the
secondary market will become more liquid. This will
facilitate further expansion of the secondary market.
The present market turnover does not warrant a big
Clearing System. Hence, only a small operation with
eight employees is proposed. Such a system will have
lower operating costs and it will therefore be easier to
run the System profitably. The continued existence of




LIST OF DOMESTIC CLEARING SYSTEMS
Reserve Bank of Australia InscribedAustralia
Stock Register
Caisse Interprofessionnelle de Depots etBelgium
de Virements de Titres (CIK) S.A.
The book entry system ofDenmark
Vaerdipapircentralen (VP)
Societe Interprofessionnelle pour laFrance
Compensation des Valeurs Mobilieres
(SICOVAM)
The Japan Securities Agents Ltd.Japan
Netherlands Centraal Instituut voorNetherlands
Giraal Effektenverkeer B.V. (NECIGEF)
Swiss Securities Clearing Company (SEGA)Switzerland
The Depository Trust CompanyU.S.A.
The German EffektengiroWest Germany
65
APPENDIX B
QUESTIONS ASKED DURING THE INTERVIEWS
1. What is your current procedures for settling deals
in HK$ capital market instruments?
2. What are the problems encountered in settlement with
existing procedures?
3. What are the advantages and disadvantages of the
existing system?
4. How often are there delays in settlement and what is
the cost?
5. Do you think that a central clearing system is
desirable? Why?
6. If no, would you be willing to use a central
clearing system and how much are you willing to pay
for each transaction?
7. If yes, what kind of charges are acceptable to you
and what will be the amount?
8. What is your opinion on how the clearing system








LIST OF COMPANIES INTERVIEWED
1. BA Asia Ltd.
2. Banca Commerciale Italianna
3. Barclays Bank
4. Citicorp International Ltd.
5. IBJ Asia Ltd.
6. Schroder Asia Ltd.
7. Wardley Ltd.
8. Westpac Banking Corporation
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APPENDIX D
LIST OF MAJOR MARKET MAKERS
1. BA Asia Ltd.
2. Barclays Bank
3. Chase Manhattan Asia Ltd.
4. China Development Finance Co. (HK) Ltd.
5. Citicorp International Ltd.
6. Hang Seng Finance Ltd.
7. IBJ Asia Ltd.
8. J. P. Morgan (HK) Ltd.
9. Jardine Fleming Co. Ltd.
10. Manufacturers Hanover Asia Ltd.
11. Paribas Asia Ltd.
12. Schroders Asia Ltd.




LIST OF OTHER POTENTIAL PARTICIPANTS
1. ANZ Finance Ltd.
2. Amsterdam Rotterdam Bank
3. BNP International Financial Services Ltd.
4. BT Asia Ltd.
5. Banca Commerciale Italiana
6. Bank of China
7. Bank of East Asia
8. Bank of Tokyo
9. Banque Indosuez
10. Banque Paribas
11. Baring Brothers Asia Ltd.
12. CCIC Finance Ltd.
13. Canadian Eastern Finance Ltd.
14. Chemical Asia Ltd.
15. China Investment and Finance Ltd.
16. Credit Agricole (HK) Ltd.
17. Credit Commercial de France
18. Credit Lyonnais
19. Dai-Ichi Kangyo Finance (HK) Ltd.
20. Daiwa Overseas Finance Ltd.
21. Dao Heng Holdings Ltd.
22. East Asia Finance Co. Ltd.
23. First National Bank of Chicago
24. Fuji International Finance (HK) Ltd.
25. Hang Lung Bank
26. Hong Kong and Shanghai Banking Corporation
27. Industrial Bank of Japan
28'. International Bank of Asia
29. KB International Ltd.
30. Kleinwort Benson (HK) Ltd.
31. Kyowa Bank Ltd.
32. LTCB Asia Ltd.
33. Mitsubishi Finance (HK) Ltd.
34. Mitsui Finance Asia Ltd.
35. National Australia Finance Asia Ltd.
36. Nippon Credit International (HK) Ltd.
37. Nomura International (HK) Ltd.
38. Royal Trust Asia Ltd.
39. Saitama Bank Ltd..
40. Samuel Montague Co. Ltd.
41. Sanwa International Finance Ltd.
42. Sanyo Securities Co. Ltd.
43. Security Pacific National Bank
44. Societe Generale
45. Sumitomo Finance (Asia) Ltd.
46. Taiyo Kobe Finance HK Ltd.
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47. Takugin International (Asia) Ltd.
48. Tokai Asia Ltd.
49. Tokyo Trust Asia Ltd.
50. WestLB Asia Ltd.
51. Westpac Banking Corporation
52. Yasuda Trust Finance (HK) Ltd.
53. Yokohama Asia Ltd.
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APPENDIX F
THE TREND OF HKD DENOMINATED INSTRUMENTS 1983- 1987
(AMOUNT OF NEW ISSUES)
IIKD BILLION










2.05 6.37 16.86 18.64 13.681
Source: Wardley Limited Estimates
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